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Introduction

The American Public Power Association (APPA)*, Large Public Power Council (LPPC)? and
Transmission Access Policy Study Group (TAPS)® appreciate the opportunity to submit this statement in
relation to the House Ways and Means Committee’s Tax Reform Working Groups on Charitable/Exempt
Organizations; Debt, Equity and Capital; Energy; and Financial Services. Public power utilities serve
some of the nation’s smallest towns—roughly four out of five public power utilities serve 10,000 or fewer
customers—and largest cities, including Los Angeles and Orlando. Collectively, public power utilities
deliver electricity to one of every seven U.S. electricity consumers (approximately 47 million people).

Fundamental income tax reform could have a direct effect on a number of issues of concern to our
members, including the treatment of health care expenses and of pension and retirement contributions and
accruals. However, given the potential damage that could be done to our members’ ability to continue
their mission to provide affordable and reliable electricity to their customers, this statement will focus
primarily on the effect of tax reform on financing of capital expenditures.

As the House Ways and Means Committee debates tax reform, it should consider carefully the effect on
state and local governmental entities’, including public power utilities’, ability to finance the critical
infrastructure investments needed to provide for economic growth and our citizens’ well-being. Changes
to the current law treatment of tax-exempt bonds will increase the price that public power customers pay
for electricity, especially affecting small businesses and low- and fixed-income households, and reduce
the ability to fund necessary public power infrastructure improvements.

Municipal Bonds

Municipal bonds have been used for more than 200 years* by state and local governments to finance a
wide range of public infrastructure. They allow state and local governments to build projects with capital
provided upfront by bond investors, repaid over the projects’ useful life by the citizens and customers
benefitting from the project.

Municipal bonds are the largest source of financing for core infrastructure in the U.S.,” and are the single
most important financing tool for public power, given the capital-intensive and long-lived nature of assets
needed by the electric industry. Each year, on average, public power utilities make $15 billion in new
investments financed with municipal bonds. Over the last 10 years, power-related projects have totaled
$147 billion, roughly 9% of all municipal bond issuances.’

1 APPA is the national service organization representing the interests of over 2,000 municipal and other state- and locally-owned,
not-for-profit electric utilities (“public power utilities”) throughout the United States (all but Hawaii). All LPPC and all, but two,
TAPS members are members of APPA.

2 LPPC is the national service organization comprised of 26 of the nation's largest public power utilities. LPPC member utilities
own and operate more than 86,000 megawatts of generation capacity and over 35,000 circuit miles of high voltage transmission
lines. Together, LPPC members control 90% of the public-agency-owned, but non-federal, transmission investment in the nation.
3 TAPS is an association of transmission-dependent utilities in more than 30 states, promoting open and non-discriminatory
transmission access.

* The exclusion for municipal bond interest from the federal income tax was first codified in the Revenue Act of 1913, but state
and local governments had been issuing bonds to finance infrastructure long before then. For example, the City of New York
issued the first general obligation bond to financing the building of a canal in 1812.

® Cong. Budget Office, J. Comm. on Taxation “Subsidizing Infrastructure Investment with Tax-Preferred Bonds” (Oct.
2009)(showing that for education, water, and sewer, nearly all capital investments are made by state and local governments and
that for transportation most investments are made by state and local governments).

® The Bond Buyer & Thomson Reuters “2012 Yearbook” (2012); The Bond Buyer & Thomson Reuters “2007 Yearbook” (2007).
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Public power utilities use municipal bonds to finance investments in power generation (including through
renewable and alternative fuels), transmission, distribution, reliability, demand control, efficiency, and
emissions controls. While the typical power-related bond issue is relatively small, electric generation and
transmission projects often cost hundreds of millions or even billions of dollars and can have as long as a
50-year operational life.

Further, changes in the electric sector—many in response to federal and state energy policies—are
expected to require significant additional capital investment in the near term. Replacing retiring older
generation, meeting increasing cyber security needs, integrating new renewable resources, and
modernizing the electric grid to meet changing demands will all require new infrastructure investment to
assure reliable electric service into the future.

Examples of projects financed with municipal bonds demonstrate their broad use in building and
upgrading electric infrastructure, allowing cost-effective investments to meet growing demands
and government mandates. Altering the current income tax exclusion for municipal bond
interest, for example by imposing a surtax on bond interest to create a “28% cap,” would
increase the cost of such projects*, in turn driving up utility rates for customers.

e Transmission: $230 million in bonds to finance transmission lines and system
improvements in Georgia ($53 million in additional costs).

e Distribution: Over $53 million in bond proceeds were used to upgrade and improve
electric distribution system in Washington State ($12 million in additional costs).

e Generation: $800 million in bonds were utilized to construct a state of the art coal
facility in Arizona; $500 million in municipal bonds were used to construct a combined
cycle natural gas plant in Texas ($184 million and $115 million, respectively, in
additional costs).

e Environmental Upgrades: $200 million in tax exempt bonds were used to install
scrubbers on a coal fired generation facility in Texas; $750 million to modify ocean
water cooling on a natural gas facility in California ($46 million and $173 million,
respectively, in additional costs).

*
(Cost estimates assume a 77 basis point increase in all-inclusive borrowing costs over a 30-year term.)

Because interest on municipal bonds is exempt from federal income tax, investors accept a lower rate of
return than they would otherwise demand from issuers of taxable debt. Investors are also attracted to
municipal bonds because of the stability of the municipal bond market and the extremely low rate of
default for municipal bonds. Historically, interest rates demanded by investors for tax-exempt municipal
bonds have been an estimated average 200 basis points lower than comparable taxable corporate bonds.
Savings to the issuer from this reduced cost in borrowing allow further infrastructure investments or are
passed throygh to taxpayers in the form of lower taxes or, in the case of public power customers, reduced
utility rates’.

An added advantage of municipal bonds as a source of state and local financing is that the need for,

" American Public Power Association “2012-2013 Public Power Annual Directory and Statistical Report” 51 (2012).
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and terms of, financing are determined by state and local citizens, either directly or through their
representatives. Additionally, significant flexibility is afforded to state and local government issuers
compared to issuers of taxable debt, including the term of the issue, the debt structure, and the
ability to optionally call fixed rate debt after 10 years to take advantage of any decreases in interest
rates by refinancing the debt.

Current Financing Alternatives

Several alternative debt instruments exist that supplement tax-exempt municipal bonds as a means of
financing state and local infrastructure investments. However, as explained below, each has its own
substantial inefficiencies and none, alone, would be a viable replacement for municipal bonds.

Taxable Bonds

On occasion, state and local governments issue taxable debt to finance infrastructure investments,
generally as a supplement to financing provided by tax-exempt debt. Taxable bonds appeal to a different
type of investor, typically those less concerned with tax considerations (such as pension funds and foreign
investors) and so can expand the potential pool of investors for a larger project. Because investors
generally demand a higher rate of return on taxable bonds than on tax-exempt municipal bonds, their use
is limited and could not replace tax-exempt municipal bonds as a means of financing.

Other practical considerations also limit the use of taxable bonds by municipal issuers. As more fully
described herein, more than 47,000 state and local governments issue debt in this market. By comparison,
roughly 5,000 corporations issue debt in the taxable market. While the taxable market generally only
accommodates large financings, the existing tax-exempt market accommodates issues that vary
significantly in size and rating. From 2002 to 2011, the median municipal issuance was $7 million.

In addition, issuers are subject to more restrictions on the terms of debt issued in the taxable market. For
example, while the right to optionally call a bond prior to final maturity at par is a component of most
fixed-rate tax-exempt municipal bonds, such provisions are rare (and costly to include) in taxable bonds.
As a result, state and local government issuers are generally effectively precluded from refinancing
taxable debt to take advantage of an interest rate decrease.

Direct Payment Bonds

Direct payment bonds are bonds, the interest on which is taxable to the bond holder, but for which state
and local government issuers receive a direct federal payment generally set at a percentage of the interest
rate paid to bond holders. Build America Bonds (BABs) were able to be issued as direct payment bonds
from February 17, 2009, through December 31, 2010. The reimbursement rate for these bonds was set at
35 percent. Of the $843 billion in municipal bonds issued in 2009 and 2010, roughly $181 billion were
direct payments BABs. This unprecedented willingness of municipal issuers to issue taxable debt
stemmed, in large part, from the reimbursement rate. In addition, given the turmoil in all capital markets
during the banking crises, expanding the pool of investors through the issuance of taxable debt assisted
issuers by providing greater market liquidity. The President’s FY 2014 Budget Proposal included the
America Fast Forward (AFF) Bond program, that is similar to BABs but with a lower subsidy rate.

The Clean Renewable Energy Bond (CREB) program was intended to provide for state and local
governments (and rural electric cooperatives) the same incentives to invest in renewable projects as was
provided by the production tax credit. The original program was a tax credit bond program, but after very
limited success, in a new version of the CREB program, New CREBS, was created in 2008 and modified



in 2010 to allow issuers the option of receiving a direct payment from Treasury in lieu of providing bond
holders a tax credit.

Although direct pay bonds appear to be an efficient means of providing a federal subsidy to issuers of
state and local bonds, these bonds have their own inefficiencies that raises their cost or makes them less
desirable to issuers and investors. First, many issuers have concerns about offsetting payments by
amounts potentially owed to the federal government under other programs. Second, sequestration of
direct payment bond payments® has confirmed concerns that the federal government could change the
amount of the subsidy after issuers borrowed in reliance on the expectation of direct subsidy payments.

Tax Credit Bonds

Tax credit bonds are taxable obligations in which the investor receives a tax credit in lieu of tax- exempt
interest. BABs, CREBs, and Qualified Energy Conservation Bonds can be issued as tax credit bonds.
They are sophisticated debt instruments that have traditionally been purchased by investment banks for
their own account.

The tax credit rate is set daily by the Treasury Department based on the average “AA” corporate rated
debt. This “one-size-fits-all” coupon approach has led to either discounting of the bond upon issuance or a
requirement that issuers pay a “supplemental coupon” to increase the yield on the bonds in order to attract
investors, reducing the efficiency of this financing mechanism.

In 2008, tax credit bonds were modified to allow investors to separate (or “strip”) the tax credits from the
bond and sell them separately. However, because the logistics of stripping is complex, investors discount
the value of both the credits and the remaining bond. Investors further discount the value of tax credit
bonds to reflect additional costs and risks, including the risk that the investor may not have a federal tax
liability in later years against which to use the credits.

Because of these difficulties, the demand for tax credit bonds has been limited and issuers have been
reluctant to rely on them.’

Private Activity Bonds

Private activity bonds issued by state and local governments for certain permitted facilities are exempt
from federal gross income tax, but generally subject to the alternative minimum tax. Such facilities
include airports, docks and wharfs, multi-family housing, single family housing, student loans and solid
waste disposal facilities

Unlike governmental bonds, these qualified private activity bonds are subject to a wide range of
restrictions and limitations including limits on the amount of bond proceeds which may be applied to
finance costs of issuance, limits on state bond volume, rules regarding public notice of the bond issue and
the purpose to be financed, and limits on the maturity of the bonds. Additional restrictions mean private
activity bonds are seldom issued by government-owned utilities to finance energy infrastructure
improvements such as generation, transmission and distribution assets.

8 Office of Mgmt. & Budget, Exec. Office of the President, OMB Report to the Congress on the Joint Committee Sequestration
for Fiscal Year 2013 48 (Mar. 1, 2013).

®IRS SO, “Table 11. Total Tax Exempt, Taxable, Direct Payment, and Tax Credit Bonds, 2010,”
http:/Aww.irs.gov/file_source/pub/irs-soi/10bd1larra.xls (last visited Mar. 29, 2013) (Of 29,315 municipal bonds totaling
$556.9 billion in volume reported to the IRS in 2010, just 199 totaling $1 billion in volume were tax credit bonds.).
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Municipal Bond Market

While the use of municipal bonds in America predates the birth of our nation, the first recorded general
obligation municipal bond was not issued until 1812. Since then, the municipal bond market has been a
steady source of financing for state and local governments. Today, there are nearly $3.7 trillion municipal
bonds outstanding, with approximately $400 billion in issuances every year.

The policy of “reciprocal immunity”—that the federal government does not tax interest on state and local
borrowing and state and local governments do not tax federal borrowing—and the longevity of this
exemption have given municipal bond investors and issuers great confidence in its permanency and
allowed the market to function efficiently.’® While subsequent changes to the tax code have placed
additional requirements and restrictions on the issuance of municipal bonds, interest on government-
purpose bonds has always been exempt from federal income tax.

This stability has allowed the market to accommaodate a vast number of issuers. More than 47,000 state
and local governments issue debt in this market. By comparison, only roughly 5,000 corporations issue
debt in the taxable market. The market also accommodates issues that vary significantly in size and rating.
From 2002 to 2011, the median municipal issuance was $7 million.

Also, our members serve some of the nation’s smallest towns—roughly four out of five public power
utilities serve 10,000 or fewer customers—and all but 43 meet the Small Business Administration
standard for a small business.!! These small utilities provide power to nearly 10 million residences, 1.7
million businesses, and 112,000 industrial customers. All told, nearly 26 million Americans receive their
power from these small businesses.

Bond Issuances by Size and Type
(2002-2011)
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10 Conversely, the threat that Congress might alter this tax treatment caused demonstrable harm to the municipal bond market in
2012, both in terms of higher rates for new borrowings and in the loss of value of tax-exempt holdings in the secondary market
(see, Janney Capital Markets, “Municipal Bond Market Note: The Threat to Tax Exemption” 3 (Oct. 19, 2012)).

1112 CFR Part 121.201 n. 1 (referencing 4 million megawatt hours of sales or generation as the size standard for utilities in the
North American Industry Classification System’s Electric Power Generation, Transmission and Distribution industry group).
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Investors purchase municipal bonds, in part, because of tax considerations, accepting a lower rate of
return because the interest is exempt from federal income tax. But municipal bonds are also valued for
their stability, the low rate of risk of default, and their ability to generate a steady stream of revenue for
fixed-income households. In 2010, nearly 60 percent of bond interest paid to individuals was reported on
returns for households aged 65 and older.

Also, while municipal bonds are perceived by some as an investment of only the rich, 52 percent of all
bond interest paid to individuals went to households with income of less than $250,000;"* roughly 75
percent went to households with income of less than $1 million."® IRS data also show that for those who
own municipal bonds, the amount of interest earned actually declines as a percentage of overall income as
income increases. In other words, for households holding municipal bonds, the interest paid is more
important as a source of income as household income decreases.

Market and Regulatory Safeguards

There is a longstanding and comprehensive federal legislative and regulatory system in place to regulate
the tax-exempt bond market. Both the IRS and SEC have active enforcement programs for state and local
bonds to help ensure that the applicable rules are satisfied. Federal tax laws significantly limit: the entities
that can issue tax-exempt bonds; the purposes for which the bonds may be issued; and the investment of
bond proceeds. These rules are particularly restrictive for public power utilities. For example, in the case
of public power bond issuances, regardless of the size of the borrowing, no more than $15 million (or
10% of the total bond proceeds, if less than $15 million) can be used for private use. In addition, unlike
the rules applicable to other types of governmental bonds, the private use rules also expressly limit the
private use applicable to any “output project” to no more than $15 million. Furthermore, the IRS private
use rules effectively prevent issuers from using tax-exempt bonds to build larger facilities than are
required to meet the needs of their communities or to issue bonds with longer terms than needed.

The SEC and Municipal Securities Rulemaking Board regulate the manner in which state and local
governments may sell their bonds and provide rules on the types of disclosure required in connection with
the sale of municipal bonds, as well as ongoing annual and material event disclosure.

Significant market-based safeguards also prevent state and local issuers from irresponsibly issuing bonds
or using bond financing for ill-advised projects.

Alternatives to the Current-Law Exclusion for Municipal Bond Interest

As Congress considers proposals to reform the federal income tax, it should bear in mind the unique
origin of the exclusion for municipal bond interest and the substantial damage that would be done by any
of the alternatives currently being advanced. Such proposals would not only affect current bondholders,
but would force tax and rate increases on state and local residents to accommodate higher borrowing costs
and reduce the amount spent on needed infrastructure by state and local governments.*

12 Internal Revenue Service, “Statistics of Income—2010: Individual Income Tax Returns” (2012).
13 |hi

Ibid.
14 Testimony at this hearing indicated that there is consensus among economists that repealing the exclusion would reduce
borrowing costs, but cited a single study on the effect of the exclusion for state and local sales taxes and not the exclusion for
municipal bond interest (Scott Hodge, Tax Foundation “Testimony on Tax Reform and Tax Provisions Affecting State and Local
Governments before the House Committee on Ways and Means” n.1 (Mar. 19, 2013)).
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Some critics say the exclusion for municipal bond interest is inefficient. These arguments come from
several sources, including the Joint Committee on Taxation (JCT). However, research over the last decade
has called into questioned JCT’s conclusions™ and its methodologies.'® On the whole, these analyses
indicate that inefficiency and revenue lost from the exclusion are dramatically overstated. Even critics of
the exclusions agree that at least 80% of the benefit of the exclusion goes to reduce state and local
borrowing costs and not as a windfall to investors.*’

More importantly, there is virtually no disagreement as to who will pay the price if Congress were to
upend the 100-year precedent of exclusion to tax municipal bond interest with, for example, a surtax on
municipal bond interest.*® It will not be borne by the bond investor, who will be compensated with a
higher interest rate to compensate for any federal surtax. Rather, state and local residents will be forced
to pay billions more every year in additional financing costs.

As noted above, throwing more than 47,000 state and local issuers into the taxable bond market would be
unprecedented, incredibly disruptive, and costly. Each of the proposed alternatives to tax-exempt bonds
comes with its own inefficiencies from the perspective of issuers of these bonds. In contrast, the current
municipal bond market provides issuers ready access to capital with maximum flexibility. This market
charges a premium to issuers who have undertaken unwise projects or borrowed beyond their
constituents’ willingness (or ability) to repay these bonds. As a result, it should come as no surprise that
municipal bonds are second only to Treasury bonds in their stability.™

Repeal

An outright repeal of the exclusion for municipal bond interest would both undermine a century of tax-
policy precedent and devastate the ability of state and local governments of all sizes to seek financing in
an effective, well-regulated, well-understood, and stable market.?’ Estimates of the increased cost to issue
taxable debt vary and generally are based on the historic spread between corporate taxable debt and
municipal tax-exempt debt that, on average, has been nearly 200 basis points. Recent analysis of the cost
of issuing taxable debt in the current market (with its historically low interest rates) showed a nearly 150
basis point increase for a larger municipal issuer and a 166 basis point increase for a smaller issuer.?* At

'3 Francis Longstaff , “Municipal Debt and Marginal Tax Rates: Is There a Premium in Asset Prices?”” NBER Working Paper
14687 21-22 (Jan. 2009); Andrew Ang, Vineer Bhansali, & Yuhang Xing, “Taxes on Tax-Exempt Bonds” Journal of Finance, pp
565-601 (Nov. 11, 2008).

18 James M. Poterba & Arturo Ramirez Verdugo, “Portfolio Substitution and the Revenue Cost of Exempting State and Local
Government Interest Payments from Federal Income Tax” NBER Working Paper 14439 (Oct. 2008); George Friedlander, Citi,
“The Tax Exemption of Municipal Bonds: A Much More Efficient Financing Mechanism Than Government Analyses Suggest”
(Jan. 17, 2013).

7 Frank Sammartino, Congressional Budget Office, Testimony before the U.S. Senate Finance Committee Hearing on “Federal
Support for State and Local Governments through the Tax Code” (Apr. 25, 2012).

8 BLX Group LLC, “Tax Reform Proposal Analysis: Impact on Tax-Exempt Bond Financing,” prepared for American Public
Power Association 6 (Jan. 28, 2013) (estimating a 77 basis point increase in all-inclusive borrowing costs for large issuers and a
92 basis point increase in all-inclusive borrowing cost for smaller issuers); George Friedlander, Citi “Muni Issuers and the
Current Market Environment: Threats, Challenges and Opportunities” 10 (Mar. 30, 2012)(estimating a yield increase of as much
as 75 basis points); and John Hallacy & Tian Xia, Bank of America Merrill Lynch, “Munis & Derivatives Data” 1 (Feb. 13,
2012)(estimating a 40 basis point increase on issuer costs).

19 See, for example, Moody’s “U.S. Municipal Bond Defaults and Recoveries: 1970-2011% (Mar. 7, 2011)(showing that of a
sample of 17,700 rated issuers, just 71 had defaulted over the 42-year period and, of those, just two were public power issuers).
20 This statement is primarily concerned with the tax policy considerations of tax reform, but a number of academics have
questioned whether federal tax on state and local financing would violate constitutional intent and whether the courts would
uphold such a tax.

2L BLX, supra note 18 (Appendix A of this statement is a summary of the report’s findings; Appendix B is the report itself).
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the historic spread, if proposals to eliminate tax-exempt financing had been in place over the last 10 years,
it would have cost state and local governments $495 billion in additional interest expense.

The actual costs would likely be far greater, as roughly 50,000 states and local issuers—60 percent of
whom are borrowing less than $10 million—would be forced into a taxable market where the median
issue for roughly 5,000 corporate issuers is closer to $200 million. Likewise, flexibility unique to
municipal bonds—such as the ability to match bond maturities to match revenues and project life and to
optionally call bonds prior to final maturity to take advantage of changes in interest rates—would be lost
or would come at a significant premium in the taxable market.

28% “Cap”

A “cap” on the tax value of the exemption for municipal bond interest is, in principle and in effect, a
surtax on municipal bond interest. For example, to “cap” the tax value of municipal bond interest at
28%, a tax of up to 11.6% (given the current top marginal income tax rate of 39.6%) would be imposed
on municipal bond interest. This “cap” was proposed in President Obama’s FY 2014 Budget. While
theoretically targeted at upper-income investors, the reality is that such a tax would hurt the issuers of
new tax-exempt bonds and the secondary market value of holdings for all outstanding bond-holders.?

As a result, all potential investors would demand an interest rate premium on new issuances, either as
compensation for the loss of net earnings or to offset the downward pressure on secondary market value
caused by the new tax. An additional risk premium would be demanded by the market to compensate
for possible future federal tax rate increases, as well as for future downward reductions in the cap rate.
Recent analysis shows that a 28% “cap” would increase financing costs for a larger issuer by 77 basis
points, while a smaller issuer’s costs would increase by 92 basis points.

Individual Ownership of Municipal Bonds

2 Exempt Interest Earned?
Income Group
Amount % of Total
Under $250,000 $39.4 hillion 52%
$250,000 to $999,999 17.8 hillion 24%
$1 million and Above 17.9 billion 24%
Total $75.2 billion 100%

In addition to increasing the cost of borrowing for state and local government issuers, the notion that
the bonds are a “hybrid investment” - that is, depending on the tax status of the purchaser either all or
some of the interest will be excluded from federal gross income - adds complexity to all debt
issuances, requires more lengthy and comprehensive disclosure and increases borrowing and
transaction costs.

22 BETF Trends “Muni Bond ETFs Tumble on Tax-Break Speculation” (Dec. 14, 2013) (http://finance.yahoo.com/news/muni-
bond-etfs-tumble-tax-181300222.html)(last visited Mar. 28, 2013).

2 “Income Group” includes filers of all marital statuses. However, IRS data indicates that 65% of all exempt interest is paid to
those filing as married-filing-jointly (see, Id. at 42); IRS data also indicates that roughly 48% of exempt interest is paid to those
with income of less than $200,000.

2 «Exempt Interest Earned” is equal to the amount of tax-exempt interest claimed on individual income tax returns in 2010; also,
as much as 80% of municipal bond interest was paid to individuals either directly or through funds (Board of Governors of the
Federal Reserve, “Flow of Funds Accounts of the United States” 99 (Dec. 6, 2012)).
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Flat-Dollar Cap

A flat-dollar cap on the amount of deductions and exclusions a taxpayer could claim would essentially
amount to a repeal of the current exclusion for municipal bond interest. Under this proposal, taxpayers
would be given the option to exclude from income some or all of such interest if other deductions and
exclusions are not used to “fill” the cap. It is generally assumed that taxpayers would first fill the cap with
non-optional expenses — such as employer-provided health care, retirement investments, education, child
and dependent care, and home mortgage interest. As a result, at the dollar levels being discussed, a flat-
dollar cap would result in the full taxation of municipal bond interest for most if not all municipal bond
holders. The cost in the secondary market to bond holders and to issuers for new issuances would likely
be on par with that of a full repeal.

Replacing Municipal Bonds with Tax Credit Bonds

Generally, the tax credit bond market is an illiquid, small market that could not replace the current
municipal bond market. The tax credit bond market cannot absorb the average annual debt issuance of
tax-exempt bonds, which over the last 10 years has averaged approximately $380 billion per year.

Purchasers of taxable bonds include entities that pay no federal income tax, such as public pension funds,
private pension funds and foreign investors. To attract such investors, the tax credits would need to be
stripped and sold to entities that pay federal income taxes. In addition to discounting the amounts paid for
credits due to the complexity of stripping and selling a stream of tax credits, purchasers will discount the
credits to offset the following: (i) transaction costs; (ii) tax risk associated with concerns that the credits
might stop in the event the bonds do not meet the federal bond tax rules; (iii) risk that the investor may
not have a federal tax liability in later years to fully utilize the credits; and (iv) default risk and related
factors.

Replacing Municipal Bonds with Taxable Direct Payment Bonds

All the concerns regarding cost, access to capital, and flexibility for issuers caused by an outright repeal
of the exclusion for municipal bond interest would also apply to a replacement of the exclusion with a
taxable direct payment bond. Further, the small issuers that dominate the tax-exempt bond market would
be disproportionately affected by having to borrow in the taxable market. A recent analysis shows that
replacing municipal bonds with a 25 percent direct payment bond would still result in a net cost increase
to a large issuer of 51 basis points and to a smaller issuer of 58 basis points.? Further, there is a
legitimate question among our members as to whether these direct payment bonds have been forever
tarnished by the impact of sequestration. This sequestration cut was not envisioned by the drafters of
BABs; it therefore calls into question whether or not more cuts will be forthcoming at some point in the
future.

Improvements to Municipal Bonds
While much of Congress’s recent discussion of municipal bonds has focused on how much revenue could

be raised by taxing them, this Committee has begun discussing how to improve the rules surrounding
municipal bonds. A thoughtful discussion of ways to modernize the tax code would be welcome.

% BLX, supra note 18, at 6.
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We endorse the National Governors Association’s all-of-the above approach to municipal finance. For
example, while direct payments bonds could not replace municipal bonds, in the case of New CREBs and
BABs they have served as a helpful supplement to traditional municipal bond financing.

Taxable direct-payment BABs also provided a welcome expansion of potential investors in 2009 and
2010—a time when the appetite for municipal bonds was limited. However, the recent experience with
the cutting of payments to BABs issuers under sequestration has substantially dampened enthusiasm for
BABs in the issuer community. At the very least, as a result of sequestration, the cost of issuing such
bonds going forward would likely be higher as issuers demanded provisions to provide an early optional
call bonds (in the case of another sequestration or similar cut to federal payments to the BABSs issuer).
Nevertheless, a taxable direct payment BAB could still make a welcome supplement to traditional
municipal bonds. Reimbursement rates for a proposal reinstating BABs are much lower than the 35%
provided under the original BABs program. Still, if Congress were to demonstrate its commitment to the
program going forward, a taxable direct payment bond could be a useful supplement to traditional
municipal bonds, and could reduce state and local borrowing costs overall.

Similarly, problems with New CREBs have been the limited amount of bond volume available; the
laborious process for seeking approval to issue these bonds; and the “locking out” of projects by projects
for which allocations have been approved, but which have not begun. Congress has also failed to continue
its investment in the policy—extending the production tax credit while failing to increase the allocation
for New CREBs. A more consistent treatment could increase their efficacy.

Policymakers should also reconsider current laws which limit public power utilities’ flexibility to
finance infrastructure investments including rules:

e Providing that no more than 10 percent of the output of an electric facility may be used for
private use;?

e Providing that only up to $15 million per project of private use for power-related projects;’
and

o Severely limiting the ability of municipal utilities to acquire existing privately-owned, power-
related assets with government-purpose bonds.?

A related issue is the taxation of capital contributions by public power utilities to investor-owned utilities
(IOUs) to build facilities (e.g., interconnections and associated facilities, transformers, circuits, etc.) to
serve the public power utility’s retail demand (“load”) are treated as taxable “contributions-in-aid of
construction” to the IOU.?® Because the IOU traditionally requires the municipal utility to “gross up” its
contribution, the cost of the investment is effectively increased by as much as 35 percent.

These limitations severely limit the ability of municipal utilities to work cooperatively with investor-
owned utilities to finance energy infrastructure improvements such as generation, transmission and
distribution assets. Re-examining these restrictions could increase public-private partnerships in critical
infrastructure investments.

%626 USC 141(b)(2).
2126 USC 141(b)(4).
28 26 USC 141(d).
2 26 USC 118(b).
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Impact on Tax-Exempt Bond Financing Summary Tables®

APPENDIX B

Tax Reform Proposal Analysis:

Bond Financing Models (Assumes “A” Rated)

Large Borrower ($250 Million Project)

Type of Issue

All-Inclusive
Cost

(annual rate)

Current Law Municipal Bond

vs. Alternative

Percentage Point
Difference in All-
Inclusive Cost

Percent Increase in
All-Inclusive Cost

Current Law Municipal Bond 3.19% Not Applicable | Not Applicable
Alternatives
Municipal Bond with Surtax/28% “Cap” 3.95% +0.77 +24%
Taxable Direct Payment Bond (25%) 3.69% +0.51 +16%
Taxable Bond 4.69% +1.50 +47%

Bond Financing Models (Assumes “A” Rated)
Small Borrower ($25 Million Project)

Type of Issue

All-Inclusive
Cost

(annual rate)

Current Law Municipal Bond

vs. Alternative

Percentage Point
Difference in All-
Inclusive Cost

Percent Increase in
All-Inclusive Cost

Current Law Municipal Bond 3.39% Not Applicable | Not Applicable
Alternatives
Municipal Bond with Surtax/28% “Cap” 4.31% +0.92 +27%
Taxable Direct Payment Bond (25%0) 3.97% +0.58 +17%
Taxable Bond 5.05% +1.66 +49%

% BLX, supra note 16, at 6.
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* Amerkcan
Public Pow-r

Tax Reform Proposal Analysis

Introduction, Market Overview, Assumptions, and Observations ...

Summary of Bond Financing Models .

Debt Service Schedules:
Large Borrower- $250 Million Project
Tax-Exempt Bond |ssue_.
Taxable Bond Issue .
Taxable Direct Pay Bund Issue 25% Suhﬂdy

Tax-Exempt Bond |ssue — Exclusion Limited t{:l 23% Bmcket.......................

small Borrower- 525 Million Project
Tax-Exempt Bond |ssue .
Taxable Bond lssue .. ..
Taxable Direct Pay Band Issue 259’:’. Suhﬂdy

Tax-Exempt Bond |ssue — Exclusion Limited t{: 23% Bmcket.......................

Appendix A
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The information and opinions contained herein are for informational purposes only and are not intended to be and should not be treated as
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Introduction:

Policymakers are considering a number of alternatives to the current federal tax regime for municipal
bonds. The analyses contained in this report provide a perspective on the effect such proposals would
hawve on municipal bond financing costs, showing that bonds issued under each alternative would face
higher costs than if issued under traditional tax-exempt financing. These analyses rely on existing market
data and existing income tax rates (both as of October 22, 2012), rather than on projections on what the
market and tax rates might look like at some future date. Because the model relies on existing market
data, it provides a robust “snapshot” of how these alternatives would perform in today's market.

Market Overview:

In reviewing the scenarios put forth in this analysis, it is worthwhile to place the current interest rate
environment and tax-exempt bond market in perspective. Interest rates are at historical lows, and the
scenarios and assumptions today may lock materially different in a future interest rate environment
and economic oycle. Stated simply, in a more typical, high interest rate environmeni, the impact of the
proposals to restrict or eliminate tax-exempt finandng described in this report would be greater.

The “flight to quality” during the last four years in treasury securities has distorted the historical
relationships of treasury bonds, corporate bonds and tax-exempt municipal bonds. The interest
rate spread differential between tax-exempt bonds and their taxable counterparts has become
compressed. Historically, municipals have traded at about 90% of U_S. treasuries. For extended
periods over the last four years, municipal bond yields have exceeded those of treasuries [100%6+).
Credit quality spreads have also compressed in the current low yield environment, as investors have
“reached” for the added yield of lower quality bonds. Many market analysts believe these tight
spread relationships are unsustainable and will change at some point.

A variety of factors have impacted the credit markets and dampened the spread differences and
associated borrowing costs between taxable and tax-exempt debt. The economic crisis and credit
concerns about wide ranging municipal defaults are some of the factors that have led to these
nontraditional spread relationships. The Federal Reserve's stated cbjective to hold short term rates
at “exceptionally low rates” until mid-2015 and their execution of quantitative easing, including the
current “0E3" program to put downward pressure on long term rates, have also exacerbated these
distorted spread relationships.

If the market returns to “normal” without changes to tax policy, then traditional trading relationships
should reappear. In this context, “normal” would mean that municipal bonds trade closer to 90%: of
U.S. treasuries. In such a market, the interest cost of the alternatives to tax-exempt bonds that are
considered in this report would also increase relative to the cost of traditional municipal bonds. Note,
that supply and demand in the municipal market will also impact these spread relationships on a daily
basis, and tax policy changes will have a direct influence on these components that help drive
borrowing costs for issuers.

BLX / Reghonal expartine | Motional resources | Proven solwtions Page 3
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Assumptions for Comparative Analysis:

For purposes of the comparisons, we have used typical municipal structures used in the market,
including:

“A" credit rating

Sernial bonds to 20 years and term bond in 30 years

Level debt service

Large borrower - 5250+ million and small borrower - 525+ million

Call Feature- The call feature utilized in all the scenarios is a 10 year optional call. This
call feature is used to model all the scenarios for a consistent comparative analysis, even
though most taxable debt issues employ a "make whole”™ call feature.

6. The “All Inclusive Cost” reflects the ageregate cost to the issuer inclusive of issuance costs.

U

Observations of Analysis:

Because APPA’s membership has large and small borrowers, the analysis runs scenarios for both
large and small borrowers. The smaller borrower does have a higher cost, reflective of the smaller
market for their bonds. Many institutional buyers, particularly taxable institutional buyers, only
participate in new issues of 5100 million or more. The summary page reflects that the tax-exempt
structure is the cheapest cost and the taxable scenario is the highest cost. The summary page also
shows the more significant savings that the tax-exempt structure provides to small issuers.

The hardest scenario to model is scenario #4, where the interest exclusion is limited to a 28% cap. This
proposed change to the current tax code could eliminate a large segment of the investor base for tax-
exempt bonds, forcing rates to rise close to taxable rates on a relative basis. Because of this change,
high net worth individuals,/families, either as direct buyers of municipal bonds or via the ownership of
tax-exempt mutual funds, would have a reduced incentive to buy municipal bonds and tax-exempt
rates would have to increase to continue to induce investors to purchase these bonds. As seen in the
chart on the next page, households and mutual funds own approximately 64% of outstanding municipal
debt. Recent IRS data suggests that more than 40%: of this sector are individuals and families with gross
income in excess of 5200,000 for individuals and $250,000 for families.

The dynamics of the market change daily, which could alter the results of this analysis with
respect to the most attractive financing option and the spread relationships and differentials
between each option.

BLX | Mwpieeat expermise | Natonai resoorces | Proven solutions Fage 4
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Who Holds Munis?

Groups that held municipal bonds or loans in 2011

P&C

insurance haoney . COmMIMercial
: market
companies 9.3% funds AN banks

7.9% 7.6° Closed-end funds
2.2%
Life insurance

]
zm . (]
Rest of

Mutual
funds
1 4:50/.

the world
2.2%
Households
50.2%
Others

Source; Federal Reserve Board

BLX | Regrona¥ expernse | Natonai resources | Proven solutions
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APPAE:

Summary of Bond Financing Models

Assumes "A" Credit Rating Rates

As of October 22, 2012

Large Borrower: Bond Financing for a 5250,000,000 Project

Scenario #1 SCEnario #2 Scenario #3 Scenario #£4
Tax-Exempt Bond
Taxahle Direct Issue - Exclusion
Tax-Exempt Taxahle Pay Bond Issue Limited
Description Bond Issue Bond Issue 255 Subsidy to 28% Bracket
All inclusive Cost 3186% 4. 6BE% 3.691% 3051%
Par Amount £3532 655,000 £253,040,000 £253 040,000 £253 040,000
Mt Interest over Term 140,305,604 219,384,309 165,873,675 179,530,279
Total Debt Service 5352 960,604 5472 424 309 S418 013 675 5432 570,270
Estimated Annuzl Debt Service £13,100,000 £15,750,000 513,260,000 514,420,000
Underwriter Discount (per 51,000) 54.50 56,00 S6.00 S6.00
Issuance Costs (per 51,000) 5600 56,00 S6.00 S6.0D
Small Borrower: Bond Financing for a 525,000,000 Project
Scenario #1 Scenario #2 Scenario 73 SCenario 74
Tax-Exempt Bond
Taxable Direct Issue - Exclusion
Tax-Exemnpt Taxable Pay Bond Issue Limited
Description Bond Issue Bond Issue 25% Subsidy to 28% Bracket
all inclusive Cost 3.388% 5.04E% 3.065% 4.306%
Par Amaunt £25,420,000 525,460,000 525,460,000 £35,450,000
Mt Interest over Tarm 14 006,248 23 805,362 17,802,571 10,700 AE2
Total Debt Service 500,326,248 549 265 362 543352571 545 160 483
Estimated Annuzl Debt Service 51,344,000 51,642 000 51,445,000 1,506,000
Underwriter Discount (per $1,000) £6.50 58,00 58,00 SE.DD
Issuance Costs (per 51,000) 510.00 510000 510000 310,00

BLX / Resional expertise | Narona! resources / Proven solutions

18

Page §



BLX®

APPENDIX B

ADVISORS ! ASSET MANAGEMENT / COMPLIANCE

Large Borrower

$250 Million Project

BLX / Regronal exp

! Proven sol Page 7
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5250 M

Aszumes "A" Credit Raling, $4.507%1,000 Undenriter Discount, $6/51,000 Issue Cosls

Scenario #1 - Large Borrower
illion Project Financed with Tax-Exempt Bond Issue

Dabed November 1, 2012 - Rates a6 of 107222012

Debt Service Schedule

i Fgd  Coupon ¢ Inferast Total P=l

12012012 - - - -
12012013 5,625,000.00 0.380% 7474358 67 13,059, 356.67
120102014 6,220,000.00 DU5E0% 6,E77.470.50 13,087 470.50
120112015 6,255,000.00 0.700% 6,6:42,638.50 13,097 636,50
1200112016 6,300,000.00 D910% 6,796,853.50 13,058,653.50
122017 5,355.000.00 1.100% 6,741,523.50 13.086,523.50
12012018 6,425,000.00 1.310% 6,671,61E.50 13,096,618.50
122019 6,510,000.00 1.570% 6,557 451.00 13,097,451 .00
122020 6,615,000.00 1.590% 6,485,244.00 13,100,224.00
1201201 6,740,000.00 21408 6,350,220.50 13,100,220.50
12015022 6,650,000.00 2350% 6,215,584 50 13,095,534 50
12012023 7,0:45,000.00 2510% 5,054,304.50 13,099,304.50
1212024 7,.220,000.00 2500% 5877 47500 13,097 ,475.00
120172025 7.410,000.00 2670% 5,690, 477.00 13,100,477 .00
12015026 7,605,000.00 2740% 5,492 630.00 13,097,630.00
1212027 7.E15,000.00 2800% 5,284 252.00 13,099,253.00
12012025 8,035,000.00 2560% 5,065,433.00 13,100,433.00
12mane 8,2655,000.00 2920% 4.835,63200 13,100,

il 3, 505, OO TEE 4 5 I, I
120152031 8,760,000.00 Inanse 4,340, 84500 13,100,525.00
122032 9,025,000.00 3100% 407454100 13,093,541.00
12012033 9,205,000.00 3480% 3,754, TSE.00 13,099,766.00
120172034 9,625,000.00 34508 347095200 13,095,252.00
12015035 9,550,0000.00 J4a0% 3,136,002.00 13,096,002 00
12012055 10,310,000.00 J480% 2.769,534.00 13,093,334.00
1202057 10,670,000.00 J480% 2.430,606.00 13,100,506.00
120112053 11,040,000.00 3480% 2059,230.00 13,0:99,230.00
120142039 11.425,000.00 34508 1.675,096.00 13,100,098.00
12012040 11,8320,000.00 3480% 1,277 S06.00 13,097,508.00

Wield Statiatics

Band Year Collars $4.445,554.58
Auerage Coupan 3.1557625%
Wt Interest Cost (NI} 3.1613550%
Trug Inberest Cost (TICH 3.1391626%
All Inciusive Cost (AIC) 3.1658383%
IRS Form S038

Bond ¥ieid far Albirage PUIPOSEs 3. 1044736%
Weighted Average Maturby 17.557 Years
First Coupon Dake a01:2013
* Source: Thomeon Reubars

BLX / Regional experise | National # Proven sol Pags B
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Scenario #2 - Large Bomrower

5250 Million Project Financed with Taxable Bond lssue
Aszurnes A" Credit Rating. 5651000 Undenariter Discount, $6751.000 Issue Costs
Dated Movember 1,2012-Rates as of 107222012

Debt Service Schedule

Date Principal Coupon Interest Total PH
120172012 - - - -
120172013 D.E30% 1146428633  15,748,366.32

4,285,000.00
120172014 5,100,000.00 O780% 10,555496.50  15,745,406.50
120172015 523000000  1.020% 10,518.062.50 16,748,062 50
120173018 528500000 1.370% 10462 706.50  15,747,706.50
1201207 535500000 1.780% 10,300.202.00 15,745,302.00
TTT20TE 55, 000 02H TETHEIT
12112019 5,570,000.00 248N 10,17E.761.50 15,748, 781.50
1210172020 570500000  2780% 10.040,855.50 15.745,856.50
120017201 586500000  3.130% 0.832056.50 15,747,056.50

122022 8,060,000.00 381N 0,608.452.00 15,748, 482,00
121172023 6,280,000.00 4.000% 0467 977.00 15,747,977.00
121172025 6,805000.00  4.330% B8,843322.00 15,748, 823.00
1212024 7.100,000.00 4430 8,640.168.50 15,748,188.50
122027 7.415,000.00 4 RBR: B.334.838.60 15,749,638 50
121172023 775000000  47I0% 709502850 15,745,020.50
1212029 8,115,000.00 475G 7.630,004.50 15,745,004

T g, 5050 o T T AT
121012031 3,910,000.00 477N: 6,638,704.00 15,749, 704,00
1210172032 933500000  4780% :414.007.00 15,742,607 00
121172033 9,780,000.00  4.880% 5, B08.484.00 16,748,484 00
122024 10,255,000.00 4.88R% 5,401,220.00 16,748,220.00
121172035 10,755,000.00

48807 400077600 1574577600
T g L] N Ll
12042037 1183000000  4880% IDIE4BE00 1574548800
1202038 1241000000  4.880°: 333616400 1574816400

12112039 13,015,000.00 4.88R: 2732558.00 15,747 556,00
1201/2040 13,850,000.00  4.BBORG 28742400 16,747 42400
122041 14,315,000.00 488N 1.431,304.00 15,748,304.00
Total TR0 - SN Wnoiins
Yield Statisfics
Bond Year Dollars 714241 87
Averape Coupon 4 B536E007%
et Inberest Cost (MIC] 4.ABRBRE4%
True Interest Cost (TIC) 4AM5016%
AllTnchisive Cost (AIC) I BEEOEE
IRS Form 8038
Bond Yield for Pumposes 4. 5E3TEAES
~ Weighted Average TE5A Years
First Coupon Date 602013
BLX ! Replonal experrise | Notional # Provan soi Paga &
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Scenario #3 - Large Bomower

5250 Million Project Financed with Taxable Direct Pay 25% Subsidy Bond Issue
Assumes A" Credit Raling, $551,000 Underatlier Discount, $651,000 Issue Cosls
Diated Movember 1, 2012 - Rales a5 of 1002272012

MNet Debt Service Schedule

25% Imterest  Imterest After Het Debt

Dafa Principal Coupon Intarest Subsldy Subsldy Servica
12m12012 - - - "
120162013 507500000 0.B30% 11843962, B 2. UEI] 51] EABT47153 1306247153
120112014 5700,000.00 0.960%  10.896.304.00 g 17222600 13,562 223.00
12012013 5.635.000.00 1.220% 10,840,720.00 1D,1BI] EI] B,130,520000  13,865,540.00
120112016 5.635.000.00 1.570% 1|l?5‘9 S533.00 {2,682.383.26) BO7T7, 14874 13,562,149.74

12012017 5,855,000.00 1.5580%  10,677,135.50 (2,669.254.62)  6007,853.856 13,562,653.66
12012016 6,04500000 2.330%  10,559,229.50  (2,639,607.38 TE1942212° 1336442212
120142018 6,150,000.00 2.650% 1041835100 (2,604,595.36 7E13,78574 13.953,735.74
120142020 6,275,000.00 2.530% 1025356100 (2,563,390.36 769017074  13,965,170.74
12012021 641500000 3.330%  10,066565.00 (2,516,641.50 74952450 13,954,524 50
130142022 6,575,000.00 3.710% 985234650 (2 736370968 13,364, 70566
giﬂ‘lﬂﬂ.ﬂl}l 7.206,760.50  13.951,760.50

? ‘IEEEIIII o] ‘3.!]3&.’913..5& ,25‘9 T28.38 6,773,185.12 13.964,185.12
121012026 T7430,000.00 4.630% 871343300  (2,178,353.26 §6,535,07474 1395507474
120012027 7,683,000.00 4.750% 835942400 (2,092,355.00 6,277,085.00 13,952,086.00
120012026 7,550,000.00 4.550% 8,002061.00  (2,000,520.26 6,001,580.74 13,951,550.74
120012025 5,250,000.00 5.000% 760726500 1 501,B16.26 570545874 13,955420.74
120012050 §,570,000.00 5.010% 718426500 (1,798,566.25 5,295,693 74  13,965,090.74
1200102031 £,E90,000.00 5.020% 676490500  (1,691,227.00 5073 E31.00  13,953631.00
120012052 9,225,000.00 5.030% 631863000  (1,579,657.500 473887250 13,953.57250
1200142032 9,575,000.00 5.130% 535061250 (1,463,653.12 4300859358 1396595038
120012034 0,0:40,000.00 5.130% 536341500  (1,240,B53.76) 40225651.24  13,052.551.24
120142035 1032500000 5.130% 4,853,403.00 (1,243 373.26) 364011974 13,055119.74
1201/20536  10,720,000.00 5.130% 4,333 8¥).50 © (1,080,855.12] 3243 EE538 1396236538
13012057 1113500000 5.130% 3,773,884 50 {243.471.12 263041338 1396541338
12014205368 11.560,00000 5.130% 3,202 650100 {BOD,E64.TH) 240189434 13,051,994 24
120142038  12.005.00000 5.130% 2509,631.00 (E52,407.76) 185722324 1396222324
120142040 12.470.00000 5.130% 1.853.774.50 (498, 443.62) 143533086 1396533086
1301/2041 1295000000 5.130% 1,354 063 500 {338,515.68) 101554762 13965547 62

1201/2047  13.445.000.00 5.130% GEO.TIB50  (172432.12) 517,006,358 13.962.296.36
To EISa040,000.00 = Eo,CAE9a5A (55,051,034 57) 157067457 BHESIaETAGT
¥isid Statistics
Bond Year Dollars 5455312167
Awerage Le 17.004 Years
AVETage Coupon FHETaET
et Inferest Cost (NC) 4.8007795%
T eI
Mlndmwecm¢m] 3 EO09EdE .
IRS Form 8036
Bond ekl for Artilrage Purposes 3.5049645%
WEIGHIED AVETage Mallrty 17,004 Vears
First Coupon Cate E12013
BLX/ Regional expertise | Notional 7 Proven so Page 10
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Scenario #4 - Large Borrower
$250 Million Project Financed with Tax-Exempt Bond Issue -
Exclusion Limited fo 28% Brackst

Assumes “A" Credit Rating, $55%1,000 Undenwrier Discount, $6/51,000 lssue Cosle
Cated Movember 1, 2012 - Rabes as of 10M2202012

Debt Service Schedule

Date Principal _Coupon Interast Total P+l
12012012 - - - -
120172013 4,823,000.00 0.600% 9,596,226 42 14,421,226 42
120172014 £,590,000.00 0.720% 8,329,107.00 14,413,107.00
120174015 £,630,000.00 0.870% 8,788,E50.00 14.418,858.00
12012016 5,665,000.00 1.300% 8,734 24600 14.415,245.00
12012017 5.760,000.00 1.63 8,660,343.00 14.420,343.00

i fifs oo, a0 0 L @ a1 FATTE )
120172019 £.970,000.00 22280% 8,44E,826.50 14.41E. 526
120172020 £.105,000.00 2.560% 8,312.710.50 14.417.710.50
120172021 £.265,000.00 2.870% 8,156.422.50 14,421,422 50
12012022 £.440,000.00 3.140% T.97E617.00 14, 416,617.00
12012023 £,645,000.00 3.340% T.774,401.00 14,415,401.00

Hi5e, 000, i 250 1377 4561
120172025 7.105,000.00 3E10% 7.313,556.00 14,41E.556.00
120172026 7.360,000.00 ATI0% 7.057.065.50 14,417 085 50
12012027 7,635,000.00 3.840% 6,734,009.50 14,415,002.50
12/01/2025 7.330,000.00 3.960% 6,490,825.50 14,420,525.50
120172029 §.240,000.00 4.000% 8,176, 757.50 14,416,797 .50
120172031 E.915,000.00 4.020% 5,503,540.50 14,41E.540.50
120172032 5.275.000.00 4.030% 5,145.157.50 14,420,157.50
120172033 5,650,000.00 4.100% 4,771,375.00 14,421,5375.00

120172034 10,045,000.00 4.100% 4,375,725.00 14,420,725.00

12012033 1179500000  4.100% 2F24,410.00 14,415,410.00
12012038 1236000000  4.100% 2,140,515.00 14,420,515.00

120172040 12,760,000.00 4.100% 1,637.335.00 14,417,332.00
12012041 13,305,000.00 4.100% 1,113355.00 14,416,355.00
120172042 13,650,000.00 4.100% 567,850.00 14,417,650.00
Tital $253.040,000.00 - 317953027342 $432,570,273.42

Wlald Statistics
Bond Year Dollars 34,509 S3E6T
Average Coupan 3.B031520%
Het interest Cost (NIC) 38561911%
Trug Inberest Cost (TS} 3.5015427%
All Incluslve Cost (AIC) 3.0505333%

IRE Form 8038
Brond Yisid for A E Pui B 3.6525690%
—ieiqhied Average Malusity 16,177 vears
First Coupon Date 112013

BLX ! Regional expertise | National # Provan sob Pagu 11
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Small Borrower

525 Million Project

BLX ! Regiomal expertise | Mariona! resouroes | Proven sofifomns
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Scenario #1 - Small Borrower
525 Milkon Project Financed with Tax-Exempt Bond Issue
Assumes "A” Credit Rating, 56.5051,000 Undenwritar Discourt, $10051,000 issue Costs
Datad Movember 1, 2012
Debt Service Schedule
Dake Principal Coupon Inferast Total P+l
12012012 - - - -
120172013 £50,000.00 0.540% 7E6,45120 1,346,461.29
120172014 £10.000.00 0.710P% 732,243 50 1,342 243,50
120172015 £15.000.00 0.850% 72781250 1,342.912.50
120112016 £20.000.00 1.060% 7I2EH500 1,342 £ES.00
1201727 £30.000.00 1.250% 716,112.00 1,346,113.00
12012016 52500000 14E0% 708,236.00 1,343 23800
1240142019 54500000 1.720% 698,957.00 1,343 967.00
12401/2020 65500000 2.040% 667,57200 1,342 873.00
1201201 570,000.00 2.290% 674,511.00 1,344 511.00
120112022 66500000 2.500% 659,166.00 1,344,163.00
120172023 70500000 2.E60% 642,042.00 1,347 043.00
1201/AIZS 74000000 2E20% 03,562 00 1,343 562.00
120112026 FEOOD0.00 2 EO0% EE2 694 00 1,342 £04 00
120112027 7E5.000.00 2.850% 560,730.00 1,345,730.00
1240112028 305.000.00 3.010% 537,572.50 1,342 572,50
1240112029 320,000.00 3.070% 513,342.00 1,343,342.00
1201120231 8E5.000.00 3.190% 461,085.50 1,346,099.50
120112032 910,000.00 3.250% 43256600 1,342 863.00
120112033 24000000 3.630% 403,293.00 1,343,263.00
1240112034 97500000 3.630% 369,171.00 1,344,171.00
12112035 1,010,000.00 3.630% 333,77E.50 1,343 773.50
120112036 1,050,000.00 EE 207, 11550 1,347, 115.50
1201/2037 1,065,000.00 3.630% 259,000.50 1,344 000.50
12401/2036 1,125,000.00 3.630% 219,615.00 1,344 £15.00
12401/2035 1,165,000.00 3.630% 178,777.50 1,343,777.50
12401/2040 1,210,000.00 3.630% 136,488.00 1,346 453.00
12112081 1,250,000.00 3.630% 02 565.00 1,342 565.00
[ 1,300,000.00 3E0% 47,190.00 1.247,190.00
o [ =] - $14,906,24823 _ $40,326.248.29
Yield Statistics
Bond Year Dollars 5450.213.23
AVETAgE COUpon 3.3109300%
hat Interest Cost (KIC) 3.3476304%
True Inferest Cost [T} 3. 306556
AllInclusive Cost [AIC) S
IRS Form BU38

Bond Yiekl for Arbirage PUposes 3.2578361%
WErage 17711 Tears_

First Coupon Date E01/2013

BLX / Regional experrise / Notional resosrces | Proven solstions Page 13
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Scenario #2 - Small Borrower

$25 Million Project Financed with Taxable Bond Issue
Assumes A Credit Rating, 58/%51,000 Undenariter Discount, 311,000 Issue Cost
Dated Movember 1, 2012 - Rates as of 1M22/2012

Debt Service Schedule

e Fid  Coupon Interest Total PH
IO - - - -
12001213 40pooD0 0930%  1237HF1 1B43TSIH
121012014 40500000  1060% 114435850 163036850
120012015 50500000  1320% 143211160 16441118
1200112016 51000000  1670% 113244550  1B47445ED
120012017 52000000  2060% 112380850 1R43E08E0
12012018 54000000  Z780% 110023350 164023350
12/01/2020 55500000  3080% 1062150 104022150
12012021 STEO0OO0  3430% 106212760 1B A0
12012002 SDEODODD  4190% 104940500 154340500

Met Imterest Cost (WIC) E00EA0TE
True Trierest Cost (T1C] I
Bl hcliswe Cost (A1 TIETOET,
IRS Form 8038
Bond ield for Pui 4.5 0836%
T Years
First Cougon Diate A012013
BLX ! Regional expertise | National resosroes | Proven solations Pagu 14
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Scenario #3 - Small Borrower
525 Million Project Financed with Taxable Direct Pay 25% Subsidy Bond Issue
Assumes A" Credit Raling, 36751,000 Undensriter Discount, 310051,000 Issue Cost
Dabed Movember 1, 2012 - Rates as of 1072272012

12|U1?2El‘23
wE

12mir2nss

715,000.00 4.

1, EIEIZI D000 5.4]]%

311? B??..‘-B

Met Debt Service Schedule

25% Interazt  Infareat After Hat Dabt

Date Frincipal Coupon Interaat Subabty Subsidy Sarvice
TITHAZ - - 5 - - -
12017213 48500000 1.130% 127986463 (J19,965.16) O959,390.47  1,444,53047
120172014 S55,000.00 1.260%  1,17593300 (J03.0B3.05)  B51,04074  1,44504074
12017215 570,000.00 1.520% 196884400 (J92203.50% 87651050  1,445610.50
120172016 57500000 1.670%  1,960,15000 (29003750  870,11250 1,445,112.50
12012017 S85000.00 2.280% 194939750 (267,349.38)  8GZOM4B1Z 144704812
12001/2016 50500000 2.630%  1,136.050.50 i BSJMEE2 144704262
1201/2019 60500000 2.8530%  1,120.411.00 027! 54030824 144530824
1201/2020  G20,000.00 3.280% 140238200 (75, 5955{:] B26,786.50  1,446,785.50
1201/2021  635,000.00 3.630% 106204600 (ZFO511.50)  E11,53450  1,846534.50
12M01/2022  6S0,000.00 4.010%  1,056,995.50 |f215-l ma&] m.zus 62 144424562

V444,223

12|'EI"I?2II!5 . [‘2143.[!?4.33] T29,223 12

12/01/2026 740,000.00 4.530% 9IEATEOD  (234,619.50) TO3,E58.50  1.443,655.30
12012007 770,000.00 5.080% 901,936.00 459, 67649700 1,446,497 .00
12012028 7E5,000.00 5.260% gﬁmﬂg] 64716000 1.442,160.00
12|'EI"I?2II!B 5] . 0 X 515 ?'9?.‘34 1,4!!.5\.?9?24
120172031 35 DODOD 5.220% T3 40700 [1&2 ES1 ?E-] 5-=IH 556.‘34 1,443.55624
12401/2032 930,000.00 5.330% BE3.793.00 170,545 26 S12,B4474 144264274
120182033 970,000.00 5.430% B34.224.00 15&.556110} 47566800  1.445663.00
1201/2034  1,000,000000 5.430% S61,553.00 435,164.74 144675474

1,425 132 50
1447 E77.38

12|'EI"I?2I13'|" "I 13:5 o00u00 5.4]]5\'- {10z, 55‘9
120112056  1,165,000000 5.430% 345 506.00 &7, 351,45-:!..50 1,446,454 50
120142039 1,230,000000 5.430% 284 260030 (71,0655, 12) 213,195.36 1.443,195.38
120142040 1,260,000000 5.430% H7AT150 4,267 88) 163, 10362 1,443,103 .62
12012041 1,335,000000 5.430% 147 967.50 (36,891 .88) 11057562 144507562
120172042 1,300,000000 5.430% T5,477.00 {18,669 28) SB,EO7.74 1,446,607 .74
Tokal §25 460,000.00 - §23,056, 761,63 _(5.964,150.52) T8RS MRS
Yiald Staflatlca
[Band Year Dollars F462 05167
Averae Lie 18.150 e
— Fuermne Coupon 5162775
Met Inferest Cost (MIC)H 5.20E58547%
T T
All Inclushve Cost (AIC) 3.9666347%
IRE Form 8038
[Band "Ylekd for. [PuIpases 3.8219043%
WETagE T8I Tears
Flrel Couponp Date BO012013

BLX / Reglanal experrine | Notional resosress | Prowes solstions
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Scenario #4 - Small Borrower
525 Million Project Financed with Tax-Exempt Bond Issue -
Exclusion Limited to 28% Bracket
Assumes "A” Credit Rafing, $8751,000 Undenatitzr Discount, $10751,000 Issue Cost
Ciated Movember 1, 2012 - Rates as of 102262012
Debt Service Schedule
Date Principal Coupon Inferoet Total P+
12012012 - - - -
120142013 45000000  0.800% 1,053,522.71 1,503,522 71
12012014 535,000.00 1.020% 968,432 50 1,503,432.50
120112015 545,000.00 1.270% 962,875.50 1,507 575.50
1201/2016 550,000.00 1.600% 955,054.00 1,506,054.00
120142017 550,000.00 1.280% 247,254.00 1,507 254.00
12012013 570,000,00 250 35, 110.00 1.506,110.00
120172013 £50,000,00 2.550% 923,285.00 1,503 265.00
120172020 £95,000,00 2.660% 905,321.00 1,503,321.00
12042021 £15,000.00 3070% 804,204.00 1,506,304.00
120172022 £35,000,00 3.440% 87242350 1,507.423.50
120172023 £55,000.00 36405 850,570.50 1,505,579.50
12012025 70500000  3.510% 80105350 1.506,033.50
120172025 730,000.00 40% 77346600 1,503, 463.00
120172027 750,000,00 4.140% 744,195.00 1,504, 185.00
120172023 795,000,00 4.240% 712,731.00 1,507.721.00
120172029 E25.000.00 4.300% £79,023.00 1,504.023.00
120172030 B50,000,00 2310% £43,526.00 1,503,545.00
1210172031 £00,000.00 4.320% 60%5,482.00 1,506, 462.00
12042032 040,000,00 4.330% EET,E02.00 1,507,602.00
120172033 ©30,000,00 4.400% 525,800.00 1,506,300.00
12101/2034 1,020,000.00 4.400% 4E3,780.00 1,503,760.00
1201/2035 1,065,000.00 4.400% 4335,200.00 1,503,200.00
12112056 7,115,000.00 ZA00% 352, 040.00 1.507,040.00
1201/2037 1,165,000.00 4.400% 342 830,00 1,507.360.00
1201/2038 1,215,000.00 4.400% 261,720.00 1,506,720.00
1201/2033 1,270,000.00 4.400% 235, 260.00 1,508,260.00
12101/2040 1,325,000.00 4.400% 182,330.00 1,507,360.00
1201/2041 1,350,000.00 4.400% 124,050.00 1,504,060.00
1272042 1,440,000.00 2A00% 53,350.00 1,503, 360,00
Tod A0 - §19,709,481.71 $45,159,481.71
Yield Statistics
EBand Year Dollars 546E,276 67
Average Coupon 4 R0 %
Med Inferest Cost (MIC) 4.2524350%
True Inzerest Cost (TIC) 4 7R 350%
Al Inciushe Cost (AIC) 4 3060535 %
IRS Form 8038
Eend Yield for Arnlirage Purposes 4.1552757%
Welghied Average Matumy 1E.392 Tears
First Coupan Date &012013
BLX ! Reglonal exp s 1] 1 Proven sok Pags 16
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Appendix A

This graph illustrates the cumulative difference in the aggregate debt service between tax-exempt issues and
taxable issues of five bond transactions, assuming uniform interest rates and bond structure, respectively.

Cumulative Outstanding Debt Service
[rmilionz)

£2,300

‘Chart assumes Large Borrower isswes

bonds for & 5230 milion project every

atheryesr from 20432 through 20200

52,047
£2,000
%344 milfion dfference —
51,701 51,703
51,300 L I ]
51,323
i 51,100
#1000 5913
5750
£472
chl L 5353
o . . : .
2042 2044 riss i) 2048 riskaa]

O Tax-Exempt Bonds Outstanding Debt Service  @Taxable Bonds Outstanding Debt Service

BLX { Regional expavtine | Mariomal resources | Proven solutions Fage 17
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Appendix B

Data Sources and Assumptions
&l rates as of Dctober 22, 2012

Scenario 1

These interest rates are provided by Thomson Reuters-Municipal Market Data for a benchmark generic
“A" rated municipal electric issuer.

Scenario 2

These interest rates are provided by Thomson Reuters- Municipal Market Data for a benchmark generic “A”
rated taxable municipal issuer. Yields on the maturities beyond 10 years were adjusted higher by 40 basis
points to reflect a 10 year call option versus a “make whole” call option. Historically a 10 year call option on
new issue taxable bonds can cost approximately 40 basis points, according to Thomson Reuters.

Scenario 3

These interest rates were based on scenario 2 and adjusted higher to reflect the "Build America Bond” spreads
to other “A" rated taxable municipal bonds and the Thomson Reuters-Municipal Market Data benchmark
generic “A” rated taxable municipal scale (scenario 2) . Relative trades and market evaluations were reviewed
from EMMA and Interactive Data. Historically a 10 year call option on new issue taxable direct pay bonds can
cost approximately 40 basis points, according to Thomson Reuters.

Scenario 4

These interest rates were based on scenario 1 and derived from historical trading relationships that tax-
exempt bonds have traded at approximately 90% of U.5. treasuries. Additional inputs are based on the
computation of the 28% cap on individuals/families and the market interpretation of these estimated
impacts on interest rates. This scenario could eliminate a significant incentive for as much as 40+%: of the
investor market (individualsfamilies earning more than 5200k/5250k, respectively) to buy tax-exempt
bonds and/or this group of investors, in the tax brackets above 28%, will demand higher yields to offset the
additional tax cost. The negative impact on rates for borrowers could also be exacerbated by retroactive
nature of the 28% cap proposal. Many present owners of municipal bonds, adversely impacted by the 28%
cap, may become sellers of municipal bonds [either directly or via mutual funds), adding to the secondary
market supply, placing pressure on rates and negatively impacting the new issue market. For the large
borrower, the modeling reflects a negative impact of 77 basis points on the “all inclusive cost™ over
scenario #1, a traditional tax-exempt issue. Depending on market conditions, this negative impact of this
scenario could range from B0 to 90 basis points. For the small borrower, the modeling reflects a negative
impact of 92 basis points on the “all incusive cost” over scenario #1, a traditional tax-exempt issue.
Depending on market conditions, this negative impact of this scenario could range from 75 to 100 basis
points.

*\We nate that the spreads betwesn taxable municipal bonds and BABs were magnified in October, 2012, This was 2 result of concerns that
sequestration would make miamy outstanding BABs callable at prices less than their then current value and investor concerns and uncertainty
regarding the implications of a potential reduction to the federal subsichy.

BLX " Regiomal expernse | Navonal resosrces | Proven sodusons Fage IT
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Large (5250 million) versus Small (525 million) Issuers

These issue sizes were chosen to better illustrate the impacts of tax reform propesals for a cross section of
members of the APPA. The market does differentiate between large and small issues, particularly in the
taxable market, where many large institutional investors such as pension funds, insurance companies and
foreign institutions require large blocks of bonds for liquidity and performance. In all instances, smaller, less
frequent issuers pay an interest rate premium, as the potential market for their bonds is smaller than larger

more frequent issuers.

BLX ' Reptonal expemse | Navomal resowrees | Proven solutons Pags 19
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APPENDIX B

CONTACT INFORMATION:

American Public Power Association
1875 Connecticut Ave. NW, Suite 1200
Washington, D.C. 20009

Contact:
John Godfrey

Large Public Power Council
1050 Thomas Jefferson St. NW 17" Floor
Wiashington, D.C. 20007

Contact:
Lane Dickson

Transmission Access Policy Study Group
1425 Corporate Center Dr.
Sun Prairie, WI 53590

Contact:
Deborah Sliz
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